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CHANGES IN THE FORM OF RAILROAD CAPITAL. 

In a number of recent cases, the holders of bonds secured 
by a lien upon the property of some railroad have been asked 
to accept a less sum of principal and interest than was called 
for in the obligation, or to allow of some important change in 
the mortgage, on pain of foreclosure and possible loss of the 
greater part of the investment. While this is no new thing, 
the large amounts involved in recent cases have again called 
attention to the question of railroad bonds, the different va- 
rieties, their differing security, and their increasing importance 
relatively to the capital stock. 

There is an important difference, sometimes lost sight of, 
between a mortgage upon a railroad and that upon other real 
estate. The usual real estate mortgage has for its security, 
say, a dwelling-house or a factory. The holder, after an 
appraisal, rests content, because he relies not so much upon 
the success in business of the person or firm in possession as 
upon the prosperity of the community ; for, should the mort- 
gageor fail to pay, some other person will need the dwelling- 
house or some other manufacturer the factory. But, in the 
case of a railroad mortgage, the lien upon the land, bridges, 
and equipment is almost worthless except as the property is 
valuable for the one purpose of transportation. Should this 
latter value become depreciated from any cause, the security 
is correspondingly impaired, no matter how stringently the 
provisions of the mortgage are drawn. The mortgage in the 
last analysis is not iipon the real estate, but upon the income. 
In the cases of many roads, this security is as good as any- 
thing human can be ; yet it is well to have the fact of the real 
lien always in mind. A few years ago almost anything could 
find a purchaser which purported to be a lien upon railroad 
property. The results, in some instances, were disastrous. 

Something of the same kind may be said about the bonds 
of one railroad guaranteed by another. It is often noticed 
how quick is the advance in market quotations for such bonds, 
when the fact of the guarantee is announced. Two securities 
are always better than one, and yet we may make too much of 
this difference. If one company leases another's road, perhaps 
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with, a guarantee of interest and dividends for a long term of 
years, the continuance of the payments depends primarily on 
the obligation resting upon the lessee, but also partly upon the 
fairness of the terms and the continued value of the leased 
road to the main corporation. If a year or two shows the 
bargain to be really disadvantageous, and if the loss, after all 
allowances for interchanged traffic, is much greater than the 
gain, some flaw in the lease can usually be found or some fail- 
ure upon the lessor's part be alleged which will give the lessee, 
should he wish to repudiate the obligation, a standing in court 
in proceedings for annulling or modifying the terms of the 
contract. It must also be remembered that, in cases of default 
of interest on guaranteed bonds, all legal remedies against the 
original mortgageor must be exhausted before the guarantee- 
ing corporation can be called to account. Thus a railroad, 
wishing to reduce its payments under a guarantee, can, if so 
minded, cause the owners of the leased property so much 
delay, trouble, and expense as often practically to decide the 
matter. A continuing contract or guarantee, therefore, finds 
a most important element of security in the fact that its terms 
are fairly advantageous to both parties. In spite of some con- 
spicuous instances to the contrary, the great majority of 
leases have been carried out on the terms of the original 
agreements. It may be inferred that their terms were mutu- 
ally advantageous. 

Income bonds have become prominent of late. These bonds 
are a lien upon the railroad property, but the interest is pay- 
able only when earned. During the period before referred to, 
when only railroad mortgages whose interest was an obliga- 
tion on actual property found ready sale, income bonds with 
interest contingent upon success were not favored by invest- 
ors, because not properly secured. The inability of a num- 
ber of old and important railroad companies to meet their 
fixed charges has shown the weakness of the old belief that a 
bond, if a full lien upon railroad property, is therefore safe. 
The reorganization of these overloaded companies has caused 
both interest and principal to be cut down, notwithstanding 
the lien. As the least of evils, the bondholder could only 
accept the conditions of reorganization, which, in effect, 
merely registered in the new bonds the condition and actual 
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earning power of the road. If he pressed the foreclosure and 
bid in the road, he could operate it or sell it only for its value 
as a carrier of traffic. He might better accept this value under 
the reorganization, and save delay and expense. 

One further point in recent transactions may be noted. In 
the United States, conditions favor a more active speculation 
in business than is the case abroad. By this is meant the 
speculation which arises naturally from the rapid development 
of the newer parts of the country in population and conse- 
quently in railroad traffic. A railroad which finds the pay- 
ment of heavy interest beyond its present power may yet in 
a few years so increase its income that all the old bonded 
interest may be borne. A natural outcome of the situation, 
then, is a division of the bonded indebtedness, a part bearing 
fixed and a part contingent interest, the latter representing the 
speculative or uncertain part of the mortgage. 

This, in brief, has been the tendency of late reorganiza- 
tions. Under the definition of a mortgage as a lien upon the 
income rather than upon the real estate, it follows that the 
division of interest charges into fixed and contingent really 
introduces nothing new, but only puts into another form what 
has always been the fact regarding the security of railroad 
mortgages. Put in such form, the whole body of heavy 
indebtedness need not fluctuate with the ups and downs of 
traffic, but only the part upon which the uncertainty is openly 
placed. It is a gain to all concerned when things are sold for 
what they are. 

The English system of debenture bonds may be referred to 
here, though an exact comparison is not possible or necessary. 
Theoretically, the English debentures are liens upon the real 
estate, but cannot be foreclosed. Moreover, since the road 
must be operated as a matter of public policy, and, if oper- 
ated, must pay for wages and supplies, we find the real mort- 
gage to be in effect upon the net income ; that is, upon the 
surplus of the gross revenue remaining after paying for opera- 
tion. These English debentures are not, however, supposed 
to bear contingent interest in the sense in which American 
income bonds do, because generally the interest is regularly 
paid. The English form of bond is partly due to a better 
understanding of the real security of a railway mortgage, 
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partly to confidence in the managers, and partly to a com- 
parative stability of commercial conditions in England, which 
renders all interest charges, if conservatively incurred, less 
liable to a default. 

Income or debenture bonds upon American roads are open 
to one serious objection. The interest upon an income bond, 
payable when earned, is usually a charge upon each year's 
net income separately, and not continuously. To make the 
interest of such a bond cumulative would be to destroy to a 
great extent its contingent features. Being at a fixed rate of 
interest, payment cannot exceed the prescribed sum in any 
year ; while, if nothing is paid, the loss to the holder is abso- 
lute. Herein capital stock has a great financial advantage 
over income bonds. If dividends are withheld, and spent in 
improvements, the result may be increased dividends or in- 
creased certainty of them in future years, the stock thus really 
losing nothing in the end. But, where there are income 
bonds as well as stock, it is clear that by such expenditures 
for improvements the stock gains at the expense of the bonds. 

One argument against the use of yearly net income for 
betterments is that the chances for dishonesty are so greatly 
increased thereby. No one, not an expert, can know the 
physical conditions and needs of a railroad system, great or 
small. It is easy for an unscrupulous manager to spend, say, 
upon the road-bed, a larger sum than the traffic requires, and 
by so doing to make the accounts show little or no earnings 
applicable to dividends or contingent interest. The market 
at once registers a decline in the value of the stock or bonds, 
for the average inyestor does not look beyond the figures re- 
ported. When the decline has gone far enough, the manager 
and his friends purchase heavily, restore the expenses again to 
the normal point, and pay interest or dividends as before the 
interruption. Familiarity with railroad management will com- 
pel the admission that such cases have been known, though, as 
compared with all our railroad mileage, they are rare, and are 
every day becoming increasingly difficult of success. Prob- 
ably losses from such rascality are no larger than losses from 
dishonesty in the usual lines of trade. 

But, even when the railroad is in competent and honest 
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hands, the question of betterments is, in view of these conflict- 
ing interests, still a difficult one. The large amount of Eng- 
lish capital invested in American railroads has led to a demand 
that English methods of finance be adopted in the United 
States. But do our conditions warrant such a change? The 
English railway, as regards its traffic and management, oc- 
cupies a position very different from that of the American 
road. Abroad, commercial changes are not likely to be great 
or sudden. Under the conditions of a comparatively stable 
traffic, the problem of income and expenditure seems simpler 
in England than with us. One of the well-established rules 
there is a sharp separation in the accounts between operating 
expenses and expenditures for improvements. Betterments 
are capitalized, and only the new interest is a charge before 
dividends. The slow changes in traffic make calculations as 
to the effect of improvements comparatively easy. But, in 
the United States, the contrary is true. Our commerce and 
the traffic of our railroads are often subject to the extremes 
of prosperity and adversity. The American railroad, there- 
fore, which puts none of its profits into its property in pros- 
perous years, must expect to find itself helpless when adver- 
sity comes, as come it will. The only test, therefore, which 
can hold in commercially speculative America in regard to 
payments from net income for improvements to property, is 
that of expediency. 

The purchasers of income bonds must hold them subject to 
this rule of expediency. They will naturally seek in some 
way to protect themselves against decisions upon such ques- 
tions as this of betterments, which would unfairly deprive 
them of their interest. Where no precise line can be drawn 
by which to measure the necessity of expenditures out of 
net income, the matter becomes largely subject to compromise. 
Compromise involves the idea of at least partial equality be- 
tween the opposing parties ; and this equality the income bond- 
holders at times try to gain by asking that bonds bearing con- 
tingent interest (or all bonds fixed and contingent) shall be 
given, equally with the stock, voting power for the board of 
directors. This has not yet been generally done, as indeed 
the whole question is really a new one in the United States ; 
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but it is not unlikely that in the future something of the kind 
may be insisted upon. Some of the States, to be sure, in their 
railroad statutes, forbid voting power to anything but the 
stock. In such eases, a preponderating bond interest may 
acquire some indirect influence or veto upon the expenditures 
of the road through a trustee or other representative. 

It appears, then, that the relation between the bond and 
stock capital of railroads is slowly changing. In the begin- 
ning of the era of railroad enterprises, it was usual to find a 
large capital paid in by shareholders ; while the debts were 
comparatively nominal in amount, perhaps half the sum total 
of the stock. In later years, additional capital was raised by 
further issues of bonds, until now the bonded indebtedness of 
our whole system exceeds the amount of stock at par ; while 
the market value of this stock is only about two-thirds of its 
par value. The old plan was that no more bonds should be 
issued than would cover the absolutely certain value of the 
railroad, leaving the stock to represent its fluctuations. Partly 
because of the willingness of the public in former days to 
buy anything, if only it was a lien on real estate, the bond 
capital of our railroads has encroached upon the speculative 
field once occupied by the stock alone. This in turn has 
brought before our financial men the question of dividing the 
bonds into certain and uncertain interest. The change in the 
relation between stocks and bonds, and the extent to which 
the system of bonding has gone, is shown by the following 
table, compiled from Poor's Manuals ; showing earnings and 
payments per mile of railroad operated for 13 years : — 
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Expenses 
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per Mile. 


per Mile. 
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per Mile. 


per Mile. 


per Mile. 


1876 


73,508 


$6,763 


$4,226 


$2,537 


$2,212 


$1,273 


$939j 


1877 


74,112 


6,381 


4,074 


2,307 


2,123 


1,333 


790 


1878 


78,960 


6,208 


3,832 


2,376 


1,986 


1,307 


679 


1879 


79,009 


6,653 


3,912 


2,741 


2,201 


1,420 


781 


1881 


92,971 


7,548 


4,618 


2,930 


2,387 


1,383 


1,004 


1883 


110,414 


7,460 


4,803 


2,657 


2,492 


1,568 


924 


•1885 


123,320 


6,273 


4,088 


2,185 


2,149 


1,520 


629 


1887 


137,028 


6,861 


4,416 


2,445 


2,155 


1,487 


668 


1888 


145,387 


6,605 


4,531 


2,074 


1,976 


1,424 


552 


1889* 




7,100 


4,700 


2,400 


2,200 


1,500 


700 



•Approximate. 
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A great advantage of a table giving results per mile oper- 
ated is that it absolutely eliminates any criticism of the con- 
clusions to be drawn because of any " watering " of the capi- 
tal. The actual payments are here noted, and the actual 
earnings, gross and net, whether such earnings were paid on 
the original or on doubled stock. In no other way can the 
Granger argument about large payments on watered capital 
be so successfully met by figures. The gross earnings for 
fourteen years show remarkably small fluctuations. We know 
that the quantity of traffic carried has increased enormously. 
The fall in average rate has been equally great. The conclu- 
sion is that, on the whole, the benefit of the possible profit 
from increased business has been given to the public. The 
operating expenses also run very evenly, showing that steel 
rails, larger cars, and other economies have kept pace with the 
increasing amount of traffic to be handled. The differences 
between net earnings and amounts paid to capital are due to 
improvements paid for from year to year from net income and 
to interest upon floating debt. The only notable changes in 
the table are in the amounts paid in interest upon bonds and 
dividends upon stock. The earlier years show about sixty 
per cent, of the common fund paid for fixed charges. In the 
later years, the bonds get seventy per cent., the stock receiving, 
of course, less and less of the net income. Aside from the 
question of heavy bonded indebtedness forced upon the roads 
by reorganizations, there is observable a recent tendency to 
supply new capital by issues of stock instead of bonds. 
When possible, such a course should be highly commended, 
because it tends to bring about a better balance between the 
two distinctive forms of railroad capital. 

The question indeed arises whether there is such a thing as 
a " proper " balance between bond and share capital. Expe- 
rience must be the real basis for answering such a ques- 
tion; and experience teaches that railroad and corporation 
management is in the healthiest condition when the forms into 
which the capital is divided are based — at least approxi- 
mately — upon the distinction between the minimum and the 
speculative values of the property. The former should be 
represented — approximately again — by securities of one 
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kind, and the latter by those of another. While the division 
of our bonded indebtedness into parts bearing fixed and con- 
tingent interest is a gain to the truth and to the facts of our 
present financial position, and while it is better that part of 
a large bonded interest should be uncertain rather than that 
the whole should be so, yet the issue of income or preference 
bonds is in general not a sign of financial health, where the 
bonds were issued with this very uncertainty in view. One 
result is to make the stock a second preference only. There 
are many good arguments in favor of a division of the share 
capital of a railroad into common and preferred, which do 
not apply to the bonds. The one fact is enough that stock 
whose dividends are contingent has the control of the road, 
and, after paying the fixed charges, can pay to itself the 
rewards of a wise and active management. With bonds bear- 
ing contingent interest, this is not the case. It is not well to 
take the control of a road from those who ought to profit by 
its success. If so heavy a bonded indebtedness, with fixed 
and contingent interest, is ahead of the stock that dividends 
are almost or quite hopeless, we have the unfortunate specta- 
cle of a railroad whose shares are worthless except for control. 
A nominal sum will often buy in the open market enough 
shares to give to the purchaser the entire control of a corpora- 
tion in whose success the managers have but a very small 
interest. A common result of such a situation is that control 
finds its way into the hands of men who run the road for 
the pecuniary advantages it may bring to themselves and 
their friends, quite apart from dividends on the stock. It is 
not necessary to argue that such a state of affairs is not favor- 
able to bondholders or the general public. 

But income bonds, with contingent interest, are on the mar- 
ket as a result of the financial mistakes of former years. In 
the hands of honest managers, their dangers are reduced to 
a minimum ; and, so far as they represent the sloughing off of 
that part of bond principal and fixed interest which was dan- 
gerous to the general security of this large class of invest- 
ments, they may even be taken to be signs of health. Yet 
only necessity or temporary embarrassment can excuse their 
issue. Meanwhile, partly as a protection to the bonds, various 
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plans to relieve the roads from speculative control have been 
proposed in cases where bonds have a preponderating inter- 
est in good management. One plan, already mentioned, is 
that of giving voting power to bonds. Another is the voting 
trusteeship. This consists in an out-and-out transfer of the 
stock by the owners, individually and not collectively, to three 
or more trustees, the stockholders receiving in return certifi- 
cates entitling the holders to any dividends paid. These 
trustees may be chosen to represent all interests, stock, first 
mortgages, and incomes, in any desired proportion. The 
trustees do not operate the road themselves, but simply vote 
as stockholders for officers, and so decide upon the general 
policy to be pursued. Courts of law look with suspicion upon 
continuing trusteeships of all kinds, and a case involving 
directly the legal effectiveness of these arrangements has not 
come up; but competent lawyers are sure of the legality of 
such individual transfers. The plan has not yet been tried 
upon a scale large enough to make its working entirely clear. 
It is promising in that it proposes to have the real owners 
manage the property. The ground for criticism is rather that 
the severance between ownership and voting power should 
never have arisen. Bonds should have been kept to their true 
position of representing a certainty for both principal and 
interest ; and stocks should cover the speculative value of the 
property with returns large or small, as circumstances and 
good management might determine. It would be well if our 
future railroad finance should look towards a return, as far 
as possible, to these earlier conditions. 

Thomas L. Greene. 



